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1. What kind of guarantees? Staking out the field.

The focus of this paper is on guarantees primarily with a developmental motive offered to equity investors, project lenders, host organisations and borrowers engaged in long term investment. By definition, this includes all relevant products offered by the international financing institutions (IFIs)  and some schemes of bilateral development agencies. The criterion for inclusion is that the operation, if it were to have been financed directly by donors through concessional credits, would be considered as official development assistance (ODA).

Export credit insurance is excluded, since this normally covers only payment risks for the export of goods and services by firms resident in the country of the agency concerned. Such schemes, operated by all the major exporting countries, have a strong national commercial motive, and apply to suppliers’ credits, whereas the development guarantees used for comparable purposes and discussed in this paper are more appropriately considered as buyers’ credits. 

Figure 1. delineates the scope of this paper.
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IFI = international financing institution (e.g. World Bank,IFC,  IADB)

Bilateral = official bilateral agency (e.g. USAID, AFD, KFW, DFID)

Official = public agency for export credit (e.g.  Hermes, ECGD, EximBank, COFACE)

Private = private insurance company

Most governments provide (sovereign) guarantees to official agencies and sub-sovereign entities such as parastatal enterprises and municipalities for their bond issues and other borrowings. This paper, however, focuses on guarantees given by multilateral and bilateral development agencies, and does not include national guarantees, important though these are in many countries.  “Development” guarantees not only support  international lending and investment flows, but are also used to promote local capital markets. This can, for example, enable sub-sovereign entities to raise local money more easily, and encourage microfinance initiatives, with local firms as their main target group. 

2. Purpose and modalities of guarantees

The purpose of guarantees is to encourage lending and investment in developing countries and emerging markets by mitigating key risks. They apply both to physical infrastructure projects such as power and water, and more generally to the promotion of local capital markets as suppliers of finance. The latter operates through the credit enhancement of local borrowers and bond issuers, and the development of new types of local financial institutions. 

Guarantees work by:

· Mitigating specific risks which are the critical sticking points on a project

· Enhancing securities to take them over a critical threshold of creditworthiness

· Improving the terms on which borrowers and project sponsors can get access to loans and investment

· Giving lenders and investors exposure to previously unfamiliar markets and products

The four main kinds of risk arising are:

i) Political: unforeseen political events affecting the viability of the project- war, civil disturbance, terrorism, kidnappings, nationalisation, expropriation without adequate compensation, restrictions on the conversion and transfer of foreign exchange needed for the project.

ii) Regulatory & contractual:  Breach of contract by public offtaker, adverse decisions by regulators or other public agencies due to political pressure.

iii) Credit: late payment or default on loans made, or goods and services provided, for commercial reasons
iv) Foreign exchange: devaluation which increases the local currency cost of debt servicing, dividend remittances and other commitments in foreign exchange.

3. Main suppliers of guarantees and insurance products

Broadly, the main sources are:  IFIs; bilateral donor agencies; bilateral official insurers; and private insurance cos. The supply situation varies between the different products as follows:

Political: MIGA, other IFIs (through B loans
), bilateral official agencies, private companies. This is a large, well established and active market, with supply well matched to demand.

Regulatory & contractual: MIGA Breach of Contract policy, World Bank Partial Risk Guarantee. Few policies have been issued so far. The product is case-specific, complicated to draw up and recovery is normally difficult. There would be strong interest from the demand side if a more homogeneous product could be developed and procedure streamlined.

Credit: Partial Credit Guarantees by IFC & other IFIs; bilateral donor Partial Loan Guarantees; insurance policies of private Monoline companies.

Foreign exchange: in practice, this is not widely available from either private or official agencies. Only one case has been recorded, US OPIC in Brazil, though a proposal for  a Devaluation Liquidity Backstop Facility made by the Camdessus Panel is under study in the World Bank. However, the alternative of encouraging the use of local finance, by using local currency guarantees to enhance the status and rating of local borrowers and bond issuers, is starting to take off (e.g. IFC local currency PCG, and the Guarantco.

Although there is an important distinction between “developmental” and “commercial” schemes,  there may well be an overlap or grey area between products offered by development agencies, on the one hand,  and official bilateral export credit and investment promotion agencies, on the other.  The question arises whether the latter be made more “developmental” without contravening the rules of the OECD’s Development Assistance Committee (DAC) on minimum grant element of aid.  

4. Constraints to the wider use of guarantees
The global use of development guarantees remains small, in relation to other types of development finance. In recent years the face value of guarantees issued by IFIs have amounted to c. $2 billion annually, less than 10% of their combined lending programmes, and the various programmes of bilateral agencies have, on unofficial guesstimates, been in the range $200-300 million annually, below 1% of bilateral ODA. 

There are various reasons for this:

i) supply-side attitudes & self-imposed constraints. Agencies apply their own conservative capital  provisioning rules and practices. These, taken in conjunction with the pricing of their products, reduces the internal profitability and appeal of guarantees compared to direct loans and other services. Agencies are also sensitive (rightly or wrongly) to the perceived attitudes of ratings agencies and their desire to preserve AAA rating.

ii) attitude of host/borrowing country. Host governments and borrowers usually prefer direct loans where these count equally with guarantees against their national borrowing limit. It is also common to find hostility by host governments and local banks to other agencies “crowding in” on local savings markets. More generally, there is a  limited understanding of the purpose, scope and modalities of guarantees.

iii) Limited demand is often related to a weak pipeline of projects (e.g. power and water are now both problematic sectors for international investors). The vicissitudes of international capital flows and fluctuations in the volume of Private Sector Participation  cases, which generate demand for guarantees, have also been influential factors.

iv) Many countries lack predisposing & complementary conditions for the success of guarantees. These include a sound local banking system, potential supply of local savings, good local project promoters, good system of commercial law and legal redress, clear central-local fiscal relationships, established policy framework (e.g. over tariffs), etc. Guarantees can tilt the balance when other conditions are favourable, but can’t compensate for the absence of market fundamentals. 

5. Magnifying the impact of guarantees: what can be done?

Apart from the aforementioned benefits of encouraging investment and the development of local capital markets, guarantees also enable development finance to  lever a greater combined flow of capital. There is no reason to believe that the current modest level of usage is at an optimal or equilibrium level. Changes in institutional arrangements and policies could release greater supply as well as demand. A few suggestions follow.

Changing rules on IFI capital provisioning

IFIs should be encouraged to set an appropriate level of capital provisioning for their guarantees, based on a realistic judgement of  their risk and likely call on future reserves. Guarantees should not be included in country borrowing limits at their full face value.

Recording of guarantees in DAC aid statistics

Donor agencies would be more sympathetic to expanding their use of guarantees if their programmes could receive better recognition amongst their peer group, starting with their inclusion, in an appropriate form, in aid reporting to the OECD’s DAC.

Cooperation between public and private insurers

There is room for more cooperation between public and private insurers. Possibilities include the creation of aid-funded reinsurance pools for specific regions, pressing bilateral official insurers to untie insurance to make it available for national local banks, promoting political risk insurance by developing countries’ own official insurers, the use of reinsurance and “syndications” in specific projects (e.g.in Costanera Norte toll road in Chile), etc. 

More local currency guarantees 

The development of more schemes by IFIs and donor agencies for providing local currency guarantees is going to be crucial for tapping local savings markets for development financing, This is also the surest way of avoiding foreign exchange risk.

Promoting first time market entrants

Promoting schemes that expose participants to market (e.g. enhancement of bonds to investment grade, targetting first-time market players) rather than shielding them from market disciplines

Extending range of guarantee products

The market for development guarantees is an evolving one, and agencies jostle with other major players for their appropriate market niche. They need to trim and refurbish their products in response to market trends. At present, there would be a great deal of interest in better products for regulation and contractual risk. There also seems to be a good potential demand for local currency guarantees.

Streamlining and more realistic pricing of products

Compared to private companies, agencies are often criticised for their  cumbersome and time-consuming procedures. With the greater use of these products, and longer experience with claims, agencies should be able to make their offerings more attractive to users and more accurately priced
.

Creation of specialised guarantee agency

One solution that is sometimes discussed is whether a specialised, dedicated guarantees agency should be created, to do for credit, regulatory and contractual risks what MIGA now does for political risks
.  The advantages of such an agency would be that it would overcome the tension between guarantees and direct loans within a single agency, and the tendency within agencies of treating guarantees as “second class citizens”. This hypothetical agency, with its sole purpose of promoting guarantees, would have no distractions in its singleminded pursuit of this aim.

One disadvantage of this solution would be the loss of synergies from operating within a larger, multiproduct development agency. Offering guarantees as one product amongst others within a lending agency permits officers to draw on a broad pool of  development expertise and existing experience. (IFC claims, for instance, that its guarantee proposals are subject to the same kind of full appraisal as its loans). Synergy also has financial benefits in the shape of a large and steady cash flow from loan repayments, which maintains the agency in sufficient financial standing, and provides adequate cash flow for administrative overheads. Lending muscle also gives the agency leverage over host governments in situations where guarantees are at risk of being called.
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� Syndicated loans organised by the IFIs, and offered for participation by commercial banks and other institutions, and guaranteeing the latter the same preferred creditor status as the IFI. 


� A new scheme promoted by the UK DFID and other agencies targeted at low-income countries and offering guarantees and counter-guarantees to institutions and companies raising local currency finance


� some of these ideas are suggested by Jordan (2004)


� although some agencies are accused of under-pricing their guarantees, others encounter the opposite criticism from users!


� although MIGA has operational autonomy it is a member of  the World Bank group of agencies. MIGA also offers breach of contract cover.
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